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Jurisdictional Statenent

This is a petition for review of a decision by the
Adnmi ni strative Hearing Comm ssion, reversing the
Director of Revenue’s denial of a refund of use and sales
tax on Sout hwestern Bell’s purchase of various itens.
The petition was filed pursuant to M ssouri Suprene
Court Rule 100.02, and 88 621. 050 and 621.189, RSM.
2000. This Court has exclusive jurisdiction over this
matter, as it involves the construction of the revenue

| aws of this state. Mb. Const. Art. V, 8§ 3.
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St atenent of Facts

. Procedural history

This case — coming to this Court now for the second
time, after remand to the Adm nistrative Hearing
Comm ssion (AHC) — began with a request by Sout hwestern
Bell for a refund of use taxes paid during the second
quarter of 1992. Appendix (“App.”) AlL.! After the
Director denied the request, Southwestern Bell filed a
conplaint wwth the AHC on April 10, 1997. The AHC
sustained the Director’s decision on July 26, 2001,
hol di ng that tel ephone service did not involve
“manuf acturing,” and thus that Southwestern Bell was not

entitled to a refund.

' The AHC decision is found in the Appendix at Al and in

the adm nistrative record at 51. In this brief, we cite
to the Appendi x pages and, when referencing the AHCs
findings of fact, to the pertinent nunbered paragraph in

t he AHC deci si on.
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As di scussed further below (Section IIl, infra),
this Court reversed the AHC, held that tel ephone service
does invol ve manufacturing, and remanded the case to the
AHC. Sout hwestern Bell Tel. Co. v. Director of Revenue,
78 S.W3d 763, 768 (M. banc 2002) (SWBell 1).

On remand, the AHC convened anot her hearing. On
Oct ober 28, 2004, the AHC held that Southwestern Bell
was entitled to a refund of all the use taxes at issue -
I.e., that all of the purchases were of nmachinery and
equi pnent that is “used directly for manufacturing”
(§144.030.2(4)& (5)). App. A71.

The Director filed a tinely Petition for Review in
this Court.

1. The tel ephone system

The underlying facts have now been set out tw ce by
the Adm nistrative Hearing Comm ssion and once (in
abbreviated form by this Court. W set themout in a
somewhat different fashion here, to enphasize the

functi onal aspects of the tel ephone systemin which the
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equi pnrent and nmaterials whose purchase is at issue are
used.

The system Sout hwestern Bell uses to provide
t el ephone service is “conposed of three basic building
bl ocks: |l oop facilities, central switching offices, and
interoffice trunking facilities.” App. A2 1. Below we
w ||l describe the tel ephone systemin four parts,
breaki ng the tel ephone sets and acconpanying wiring and

equi pnent that are owned, nmintained, and operated by
the custonmer out fromthe “loop facilities” “building

bl ock.” Thus, we discuss below. (1) the equipnent that
manuf actures transmttabl e signals and reproduces voices
(tel ephone sets); (2) the equipnent that carries those
and other signals to and from custoners’ tel ephone sets
(the “loop facilities” provided by the tel ephone
conpany); (3) the equipnent that directs signals between
particular pairs of custoner lines (“central sw tching
offices”); and (4) the equipnent that carries signals
bet ween central switching offices (“interoffice trunking

facilities”). W then address (5) equi pnent used in

18



central switching offices and el sewhere to provide
“vertical services.”
A. The tel ephone set.
This Court’s discussion of “manufacturing” in SWBell
| requires that we consider separately the part of the
t el ephone systemwi th which we individually interact.
In SWBell 1, the Court reversed the AHC fi ndi ng that
the tel ephone systemdid not involve “manufacturing.”
The Court expl ai ned why and where “manufacturing” occurs
In the tel ephone system
[ T] he human voice . . . cannot be heard from
resi dence to residence, fromoffice to office, or
fromtown to town. The listener requires that the
voi ce be “manufactured” into electronic inpulses
that can be transmtted and reproduced into an
under st andabl e replica. The end “product” i s not
t he sane human voi ce, but a conplete reproduction of
iIt, wwth new value to a listener who could not

ot herw se hear or understand it.
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SWBell I, 78 SSW3d at 768. W begin, then, at that
poi nt .
The only part of the tel ephone systemthat receives

the human voice is the tel ephone set that sits on the
custoner’s desk or hangs fromthe custoner’s wall.
There, the “sound of the custoner’s voice excites the

carbon particles within the nout hpiece, causing themto

vi brate and produce an anal og reproducti on of the
customer’s voice.” App. Al5 148. It is the tel ephone
set, then, that “takes [the] air pressure waves” of the
human voi ce “and converts themto electrical signals”
(id.) —or, to put it in the |anguage of this Court,
manuf actures froma voice “electronic inpulses that can
be transmtted and reproduced into an understandabl e
replica.” SWBell I, 78 S.W3d at 768.

At the other end of the tel ephone call, another

t el ephone set perforns the sanme function in reverse,
converting the “electrical signals” that conprise an

“anal og reproduction of the custoner’s voice” into sound

20



waves that the customer’s ear can hear.? Again, using
this Court’s | anguage, it is the tel ephone set that
creates a “conpl ete reproduction” of the original voice.

SWBell |, 78 S.W3d at 768.
These days the tel ephone set is normally owned,
mai nt ai ned, and operated by the custoner — not by the
t el ephone conpany. |In a video presentation (Exhibit
42), SWBell’'s expert explained to Conm ssioner Wnn that
custonmers are responsi ble for everything on their side
of the “network interface device,” which for residential

custoners, as he showed, sits outside the hone. See

2 Curiously, though the AHC findi ngs address ot her

functions at that end of the call, the AHC never nade a
finding as to this crucial aspect of telephony. It is
evident fromfindings the AHC did nmake (Y59-60, Al18) and
fromthe transcript (e.g., Apr. 27, 2000 Tr. at 537,
647, 650), however, that this is a necessary corollary
of the findings as to the function of the receiving

t el ephone set (e.g. App. Al5 { 50).
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al so Exhibit 43; April 25, 2000 Tr. at 334-35. That
I ncl udes the tel ephone set. The tel ephone set operates
with electrical current provided by the tel ephone
conpany through the network interface. See App. Al5 1
49.

O course, the tel ephone set does nore than just
create, transmt, receive, and recreate the voice. It
al so creates signals that convey information to the
t el ephone conpany, such as that the custoner is ready
for service (App. Al5 § 49) and the nunber that the
customer wi shes to call (id.; App. Al6 §52). And it
converts electrical signals generated by the tel ephone
conpany into audi ble dial tones (App. Al6 Y 51), recorded
announcenents (App. Al7-Al18 § 57), busy signals (App. Al8
1 58), and ringing tones (App. Al8 159). The tel ephone
set receives those as analog el ectronic signals.

For a tel ephone conpany to successfully provide and
mar ket “t el ephone service” to custoners, it may be
necessary to provide those audi bl e tone services. But

Sout hwestern Bell did not prove, and the AHC di d not
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find, that they are used or necessary either to

manuf acture the “el ectronic inpul ses that can be
transm tted and reproduced into an understandabl e
replica” or to manufacture that replica. Indeed, if a
custoner provided its own source of electricity, there
woul d be no bar to the custonmer perform ng such
“manufacturing” entirely on its own equipnment, within its
own i ndependent tel ephone network. And many hones and
busi nesses do exactly that in the formof “interconi
systens, the equival ent of having an i ndependent,

I nternal tel ephone system Those systens “manufacture”
In precisely the sane way the Court said in SWBell |
the tel ephone system does. But there is neither a
finding nor a basis in the record for a finding that

Sout hwestern Bell is a player in such “manufacturing.”®

% Sonetinmes the tel ephone conpany provides sinmilar

services. Mssouri statutes thus speak of “dedi cat ed,
nonswi tched, private |line and special access services

and for central office-based switching systens which

23



substitute for custonmer prem se, private branch exchange

(PBX) services.” §392.200. 8.
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Pay tel ephones may be the exception. The AHC nade
no findings regarding pay tel ephones thensel ves — not
regardi ng ownershi p, operation, or maintenance. But
fromthe AHC hol dings, it appears that Sout hwestern Bel
does own and operate sone pay tel ephone sets. See App.
A69. The Director does not dispute that pay tel ephones,
| i ke other tel ephone sets, manufacture both the
transmttable electronic signals and audible
reproducti ons of voices and other information carried
via el ectronic signals.

B. “Loop facilities.”

Most of us have not connected our tel ephone sets to
our own power sources. Though the nultiple telephones
In a honme are connected, those connections occur at the
“network interface device” that hangs outside. See
Exhibit 42 and 43. W can talk with those on ot her
t el ephone sets within our own honme, but we nust do so
over the sound of the dial tone supplied, along with

el ectric current, by the tel ephone conpany.
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We accept that situation because we do not acquire
and install tel ephone sets for the purpose of intra-hone
comruni cation. If we want to speak with sonmeone in our
home, we have sinple alternatives — noving where they
are, or shouting. W acquire and install tel ephone sets
to enable us to comunication with other homes and
busi nesses. That service — the service that admttedly
gives value to the “manufacturing” done by the tel ephone
sets that we own and operate — is provided by
Sout hwestern Bell and other tel ephone conpani es.

Sout hwestern Bell connects its systemw th those of
Its custoners at “network interface devices”; the
portions of the Southwestern Bell systemthat connect to
our own wiring at that point are what the AHC call ed
“l'oop facilities.” App. A2 1. See also Exhibit 43
(vi deot ape showi ng interface devices). The imediate
connection anong tel ephones (or, nore accurately, anong
“network interface devices”) is the “loop.” At the

“network interface device,” the “l oop” accepts the anal og

signals that are produced by tel ephone sets and
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transmts themto a central office “switch.” See Exhibit
43. At anot her “network interface device” at the other
end of the call, another “l oop” delivers the anal og
signal that the receiving tel ephone set requires to
create an audi bl e reproduction of the original voice.

| d.

The AHC appropriately divides “loop facilities” into
two parts: “feeder” and “distribution” facilities. See
App. at A1l § 33. “Distribution” facilities actually
carry signals to and fromindividual “network interface

devices.” *“Feeder facilities start at the central office
| ocati on and proceed toward | arge concentrations of

custonmers.” 1d. They npost commonly neet at “a
feeder/distribution interface (‘FDI') — or cross-connect
box.” App. Al3 1 40.

Copper cable “is still wusually the nost econom cal

choice” for feeder lines “for |ocations very close to the
central office.” App. All § 34. Sonetines the |oad on
the cable is so large as to nake it econom cal to use
“pair gain” devices to increase the capacity of the

27



copper cable. App. Al2 | 35-37. “Pai r gain” devices
expand the nunber of custoners who can be served with a
single feeder cable. App. Al2 f37. They “convert the
anal og signal” produced by each tel ephone set “and put it
on a carrier frequency” (id.), which the AHC descri bes
“as a nodul ation of the voice frequency” (App. A3 1 4).

I n sonme instances, Southwestern Bell chooses to
replace the wiring in a “feeder” systemw th fiberoptic
cabl e, which can carry far nore information than copper
cable — far nore even than cable used with a “pair gain”
device. App. Al3-Al4 (141-42. To use fiberoptic cable,
the tel ephone conpany nust add equi pnent that converts
t he anal og signal manufactured by the tel ephone set into
a digital signal that can be carried by fiberoptic
cable. See App. Al3-Al14 1 41. The AHC expl ai ned t hat
“Idligital technol ogy converts the information to be

transmtted,” the analog signal, “into a series of zeroes
and ones, or ‘off’ and ‘on’ signals.” App. A3 § 3.
In some instances, there is a digital |oop on the

distribution side of the feeder/distribution interface.
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See App. Al4-15 |1 44-45. Those, too, require equi pnent
to transformthe anal og signal manufactured by the
t el ephone set into a digital signal and digital signals
back into the anal og ones that the custoner requires to
operate a tel ephone set. |Id.
The AHC did not find, and Sout hwestern Bell did not

show, that distribution and feeder systens are necessary
to the “manufacture” of reproduci ble voice signals
(except insofar as they are a source — though not the
only practical source — of electricity for tel ephone
sets). Distribution and feeder systens sinply function

to carry such signals and other information to and from

central office switches, discussed bel ow.

C. “Central switching offices.”

The next “building block” is the “central sw tching
office.” App. 2 1. It is the key elenent in providing
t el ephone “service” — but not in creating fromvoice a
transmttable signal, nor in creating an audible
reproduction of the original voice. At the “central

switching office,” electronic signals produced by one

29



t el ephone set are directed to another, specified

t el ephone set, and returning signals are directed to the
originating set. See Exhibit 43. That is what
differentiates “tel ephone service” from*“intercons.”

The AHC expl ains the switching function in sone
detail. To sunmarize, the switch takes the informtion
sent over the “loop” by the custonmer — the phone nunber
dialed — and attenpts to open a link to the “network
I nterface device” assigned to that nunber. Dependi ng on
what information is relayed back froma tel ephone set
connected to the interface, the switch then either
est abl i shes a connection over which the two tel ephone
sets can exchange signals, or sends a nessage back to
the dialer indicating that the dialed nunber is
unanswered or unavail able. See App. A4-A9 1 10-24.

Sonme “switching” takes place at | ocations other than
a “central switching office.” “Renpte switching systens”
“share the capabilities of the host switch” at the

central office.” App. A8-9 § 23. They are located “in

smal |, densely popul ated areas within a | arge exchange
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or to serve a snaller exchange that is close to a |arger
office.” 1d.

But whet her “renote” or “central,” the “switches” are
conpl ex machi nes that perform functions other than just
maki ng connecti ons over whi ch manufactured signals
travel. They produce dial tones, ring tones, and busy
signals, and other signals that convey information to
the originating tel ephone set. And, as discussed in
part 5 below, they are involved in the manufacture of

sone “vertical services.”
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D. “Interoffice trunking facilities.”

The | ast “buil ding bl ock” of the tel ephone system
consi sts of “the conmuni cations paths between the
swi t chi ng machi nes” — what the AHC called “interoffice
trunking facilities.” App. A2 § 1; App. A9 | 25.

These may take various fornms. “The sinplest form of
interoffice trunking facility is a pair of copper wres”

(App. A9 § 26) — the sanme kind of wires used in basic

di stribution loops. *“Trunks of this type can carry
anal og or digital signals . . . .” 1d. Mire “nodern”
are “lightwave gui de systens, or fiber-optic systens.”

App. Al0 T 29.
Whet her the lines carry analog or digital signals,

fromtine-to-tine the signals nust be strengthened.
“Anal og signals deteriorate as they travel through
various parts of the network,” and “nust be anplified at
relatively short distances.” App. A2-3 2. “Digital

signals do not deteriorate as rapidly as anal og signals

and therefore can travel |onger distances w thout

anplification.” 1d. “However, even a digital signal
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deteriorates, so it nust be regenerated by a repeater
approxi mtely every 6,000 feet, which reformats the
signal.” App. A10 §27. “The fibers being used today can
transmt a light signal 30 mles without the need for
repeaters or regenerators.” App. Al0 § 29.

Of course, nothing in the “trunking facilities”
manuf actures an el ectronic signal — digital or analog -
froma voice. Nor does anything in those facilities
manuf act ure an audi bl e signal froman el ectronic one.
The trunking facilities nerely carry signals fromone
pl ace to another. To the extent they convert anal og
signals to digital ones, or recreate and retransmt
digital signals, that is only necessary as part of the
transm ssi on process. See A3, A9-All, A21-A22.

E. “Vertical services.”

The AHC addressed a |ist of “vertical services” —

I .e., services that Southwestern Bell offers to the
custonmer in addition to the transm ssion of electronic
signal s necessary for voice conmmuni cation: “custoner

billing report, detailed billing of |ocal neasured
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service, autoredial, call blocker, call forwarding,
sel ective call forwarding, call return, call trace, cal
waiting, priority call, and three-way calling.” App. A23

7 80.%

4 The AHC al so nentioned four other “vertical services”

t hat Sout hwestern Bell offered |later, and are at issue
in refund clainms for |ater quarters: “CABS bills on

fl oppy disk, caller ID anonynous call rejection, and
renote access call forwarding.” App. A23 § 80. The AHC

al so nmentioned “Bill Plus,” which was apparently in the

trial stages during the quarter at issue. Id.



These services are nade possible, in part, by the
use of “signaling, . . . the generation, transni ssion,
reception, and application of conditions that are needed
to direct and control the setup” or the
t el ecommuni cations network. App. A22 {76. “Signaling”
I's made possible by the use of the “SS7 network,” which
“al l ows the switching nmachines to communicate with each
other on a path different fromthat used by the voice
comruni cation that is being made.” App. A23 § 77. The
SS7 network “transmts between sw tches,” but “does not
carry the voice trunking between offices. App. A23 § 77.

The SS7 is used — but not required — in providing basic
t el ephone service. App. A24 § 82.

Many of the “vertical services” involve the creation
of signals that are transmtted to the custoner and
converted into usable (i.e., audible or visual)

I nformati on by the custoner’s own tel ephone set. For

exanple, call waiting creates a tone signaling a second

incomng call. See Exhibit 43.
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Some of the “vertical services” are “produced from
the originating switch and do not require an SS7”
network, e.g., call forwarding, call waiting, speed
calling, and three-way calling. App. A24 { 83.

O her “vertical services” are related purely to
billing —i.e., they sinply allow the tel ephone conpany
to bill the custoner for different services. See App.
A24 9 85. The AHC did not find, nor did the evidence
presented by Sout hwestern Bell show, that billing
services involve the creation of any signal that is sent
t hrough the tel ecomuni cations systemto the custoner’s

t el ephone set.
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Points Relied On
The AHC erred in finding that equi pnent used by
Sout hwestern Bell in providing tel ephone service is
exenmpt from sal es and use tax because that equi pnent
IS not used directly in manufacturing in that the
manuf acturing itself — the creation of a
transmttable signal froma voice and the
transformati on of such a signal into a reproduction
of a voice — takes place on equi pnent that is owned,
mai nt ai ned, and operated at a different |ocation by

a different person.

Sout hwestern Bell Tel. Co. v. D rector of Revenue, 78

S.W3d 763 (Md. banc

West

2002)

Lake Quarry & Material Co. v. Schaffner, 451 S. W 2d

140 (M. 1970)

Utilicorp United, Inc. v. Director of Revenue, 75 S.W 3d

725 (Mo. banc 2001)

Branson Properties USA, L.P. v. Director of Revenue ,

110 S.W3d 824 (M. banc
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2003)

§ 140.030.2(4) & (5), RSMb. 2000
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B. The AHC erred in finding that purchases of nachinery
and equi pnent are entitled to the “manufacturing”
exenption nerely because they “operate harnoni ously”
wi t h manufacturing equi pnent because that is not the
test under the statute, even applying the

“Integrated plant doctrine,” in that the statute

requi res actual use “in” manufacturing, not nerely
I n connection with or al ongsi de manufacturing.

Fl oyd Charcoal Co., Inc. v. Director of Revenue, 599

S.W2d 173 (M. 1980)

Ni agara Mohawk Power Co. v. Wananmaker, 144 N.Y.S.2d 458

(App. Div. 1955)

§ 140.030.2(4) & (5), RSMb. 2000

C. The AHC erred in finding that equi pnment used to
provi de sone “vertical services” is exenpt from
sal es and use tax because that equi pnent is not used
directly in manufacturing a product in that it is
used nerely to bill custoners for a product

manuf act ured by ot her equi pnent.
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Sout hwestern Bell Tel. Co. v. Dy rector of Revenue, 78
S.W3d 763 (Md. banc
2002)

§ 140.030.2(4) & (5), RSMb. 2000

D. The AHC erred in finding that the purchase of
equi pment used in “interoffice trunking facilities”
Is exenpt from sales and use tax because that
equi pnent is not used directly in manufacturing a
product in that such equipnent is nerely used to
provide a service, i.e., transm ssion.
West Lake Quarry & Material Co. v. Schaffner, 451 S. W 2d
140 (M. 1970)
Utilicorp United, Inc. v. Director of Revenue, 75 S.W 3d
725 (Mo. banc 2001)
FIl oyd Charcoal Co., Inc. v. Director of Revenue, 599
S.W2d 173 (M. 1980)
Ni agara Mohawk Power Co. v. Wanamaker, 144 N.Y.S.2d 458
(App. Div. 1955)

§ 140.030.2(4) & (5), RSMb. 2000
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Ar gunment
I . Principles of appellate | aw.

A St andard of review.

The key questions raised here deal with the neaning
of 8§ 144.030.2(4), a revenue law. “‘Interpretations of
the state's revenue |laws by the [Adm nistrative Hearing
Comm ssion (“AHC’)] are reviewed de novo . . . .’ Holm
v. Director of Revenue, 148 S.W3d 313, 314 (Mo. banc
2004), quoting Sprint Conmmunications Co., L.P. v.
Director of Revenue, 64 S.W3d 832, 834 (Md. banc 2002)
(overrul ed on other grounds in Hanpton v. Big Boy Steel
Erection, 121 S.W3d 220, 223 (M. banc 2003)). See
al so 8§88621.193, 621.189, 621.050, RSM. 2000.

The appeal al so raises sone questions concerning the
application of the law to the facts. AHC deci sions
regardi ng such questions “are upheld when authorized by
| aw and supported by conpetent and substantial evidence
upon the record as a whole unless clearly contrary to
t he reasonabl e expectations of the CGeneral Assenbly.”

Hol mv. Director of Revenue, 148 S. W3d at 314.
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“Substantial evidence,” in turn, “is evidence, which if
true, has probative force; it is evidence fromwhich the
trier of fact reasonably could find the issues in

harnmony therewith.” |d.
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B. Canons of statutory construction.

The particular |law at issue is one creating an
exenption from sal es and use taxes that woul d ot herw se
apply to the property and purchases involved in this
case. “Tax exenptions are strictly construed agai nst the
t axpayer.” Branson Properties USA, L.P. v. Director of
Revenue, 110 S. W 3d 824, 825 (M. banc 2003), citing
Director of Revenue v. Arnto, 787 S.W2d 722, 724 (Mb.
banc 1990).

Consistent with that rule, the taxpayer,

Sout hwestern Bell, “has the burden to show it qualifies
for an exenption.” Branson Properties, 110 S. W 3d at
825, citing Uilicorp United, Inc. v. Director of
Revenue, 75 S.W3d 725, 727 (Mo. banc 2001). *“An
exenption is allowed only upon clear and unequi vocal
proof, and doubts are resol ved agai nst the party
claimng it.” Branson Properties, 110 S.W3d at 825,
citing House of Lloyd v. Director of Revenue, 824 S. W 2d
914, 918 (Mo. banc 1992), overruled on other grounds by

Sipco, Inc. v. Director of Revenue, 875 S. W 2d 539,
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541-42 (Mo. banc 1994). “Exenptions are interpreted to
give effect to the General Assenbly’s intent, using the
pl ai n and ordi nary nmeani ng of the words.” Branson
Properties, 110 S.W3d at 825-26, citing Rotary Drilling
Supply, Inc. v. Director of Revenue, 662 S.W2d 496, 499
(Mb. banc 1983).

C. Law of the case doctrine.

This is, of course, the second tine this matter has
been brought to this court. Thus its consideration
I nplicates the doctrine of “the |aw of the case,” which
“governs successive appeals involving substantially the
sane issues and facts.” State v. Phillips, 324 S W 2d
693, 694 (Mo. 1959), quoted with approval in WIllians v.
Kimes, 25 S.W3d 150, 153 (Mb. banc 2000). Under that
doctrine, the Court’s “previous holding is the |aw of the
case, precluding re-litigation of issues on remand and
subsequent appeal.” State v. Graham 13 S. W 3d 290, 293
(Mb. banc 2000), quoted with approval in Kinmes, 25
S.W3d at 153-54. But this Court retains “discretion to

consi der an issue where there is a m stake, a nmanifest
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i njustice, or an intervening change of law.” State v.
Johnson, 22 S.W3d 183, 189 (M. banc 2000), quoted with

approval in Kinmes, 25 S.W3d at 154.

Il. Principles and history of interpretation and
application of the revenue |aws: The
“manuf acturing” exenption and the “integrated plant”
doctri ne.
Thi s appeal involves an exenption to the M ssour
sal es and use taxes. Those taxes are applicable to all
purchases (8 144.020.1(1)) except those that fall into a

l ong i st of exceptions, found in 8144.030. At issue
here are two |l argely parallel exenptions for itenms used
to manufacture other, taxable, itens:
2. There are also specifically exenpted fromthe
provi sions of the |local sales tax |aw .
(4) Repl acenent nmachi nery, equi pnment, and parts and
the materials and supplies solely required for the
i nstal lation or construction of such repl acenment

machi nery, equi pnment, and parts, used directly in
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manuf acturing, mning, fabricating or producing a
product which is intended to be sold ultimtely for
final use or consunption .
(5) Machinery and equi pnent, and parts and the
materials and supplies solely required for the
I nstal lation or construction of such machi nery and
equi pment, purchased and used to establish new or to
expand exi sting manufacturing, mning or fabricating
plants in the state if such machi nery and equi pnent
Is used directly in manufacturing, mning or
fabricating a product which is intended to be sold
ultimately for final use or consunption;
8 144.030. 2 (enmphasis added). These exenptions date back
to 1961. A. L. 1961 p. 623, S.C. S S.B. 360, enacted June
7, 1961. See § 144.030.3(3) & (4), RSMb. 1969. The
provi sions were noved when the section was restructured
in 1979. A L. 1979 H B. 726 p. 257, 259-60. See §
144.030.2(4) & (5), RSMb. 1986. Though the current
versions are |longer, the |anguage pertinent here is now

nearly 44 years ol d.
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Appeal s addressing the exenptions have created three
| ines of precedents in this Court. The first appeal in
this case raised an issue that fits within the first
| ine of cases; the questions presented require further
explanation as to the first and second |ine of cases,
but fall nost directly within the third.

A.  “Manufacturing.” To nerit a sales and use tax

exenpti on under 8144.030.2(4) & (5), a product nust be
manuf actured. Thus the first |line of cases addresses
what constitutes manufacturing.

This Court first considered that question in Wst
Lake Quarry & Material Co. v. Schaffner, 451 S.W2d 140
(Mo. 1970). There, the Court held that taking natural
stone and changing it to new and commonly usabl e broken
and crushed rock and agricultural line constituted
“manuf acturing.”

The Court returned to the question two years | ater
I n Heidelberg Central, Inc. v. Director of Dept. of
Revenue, 476 S.W2d 502 (Mb. 1972). There the Court

addressed a claimfor the exenption for printing
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equi pnment. The Court pointed out that “definitions of
‘manuf acturing’ are sonewhat hel pful, but very broad.”
476 S.W2d at 504. The Court “concluded that the

busi ness of the purchasers of the printing presses

involved . . . was ‘manufacturing’” within the neaning of
the exenption. |d. at 505. *“The printers .

produce[d] new and different articles fromraw materials
by the use of machinery, |abor and skill, and they

produced products for sale which had an intrinsic and
mer chant abl e val ue, and were in forns suitable for new
uses.” Id.

In State ex rel. AMF, Inc. v. Spradling, 518 S. W 2d

58 (Mb. 1974), the Court considered whet her retreading
tires was “manufacturing.” The Court held that it was
not — that “retread processes take worn tire carcasses
and make them usabl e as opposed to the manufacture or
production of a new and different tire.” 1d. at 61. In
essence, retreading constitutes “repair,” not

“manuf acturing.”
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The Court held the conversion of |live hogs into
mar ket abl e products to be “manufacturing” in Wlson & Co.
v. Departnent of Revenue, 531 S.W2d 751 (Mbd. 1976).

I n Jackson Excavating Co. v. Adm nistrative Hearing
Comm ssion, 646 S.W2d 48 (M. 1983), the Court held
that transform ng nonpotable to potable water is
manuf acturing. It “mkes nore than a superficial change
in the original substance; it causes a substanti al
transformation in quality and adaptability and creates
an end product quite different fromthe original. It
creates water fit for human consunption.” 1d. at 51.
The equi pnment at issue was at the core of the
purification process. See Jackson Excavating Co. V.
Director of Revenue, 1981 W 11937 (Md. Adm n. Hrg.
Conmin. 1981) at *2.

In GTE Automatic Electric v. Director of Revenue,
780 S.W2d 49 (Mb. 1989), the Court addressed for the
first time the question of “manufacturing” in the
t el ecommuni cati ons context. There the Court only

“t ouched on the issue of whether tel ecommunications
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constitutes ‘manufacturing.” Primarily the Court
determ ned that because tel ephone service was not a
product” (the second of the three questions discussed
here, Section Il. B., infra), ®“it could not be
manuf actured.” SWBell |, 78 S.W3d at 767.

Unitog Rental Services, Inc. v. Director of Revenue,
779 S.W2d 568 (Md. 1989), involved machinery used to
clean uniforns. The Court held that such cl eani ng was
not “manufacturing.” |d. at 571.

In Bridge Data Co. v. Director of Revenue, 794
S.wW2d 204, 206 (Mo. banc 1990), the Court applied the
manuf acturi ng exenption to “collecting financial data and

transmtting data,” where “what cones out of the system
Is clearly different fromwhat went into it.”

That sane year, the Court held in L& Egg Co., Inc.
v. Director of Revenue, 796 S.W2d 624, 626 (M. 1990),
t hat processing eggs — i ncluding cleaning, culling,
wei ghi ng, and packagi ng — was not “manufacturing.”

The taxpayer in House of Lloyd, Inc. v. Director of

Revenue, 824 S.W2d 914 (M. banc 1992), sought the
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exenption for presentation kits provided to its sales

force. House of LlIoyd conceded that the kits were not

“manuf actured,” but argued that they were still
“fabricated.” The Court held otherwise. Id. at 920.
The Court simlarly rejected the claimthat “machinery
and equi pnent used in baling scrap cardboard which is
eventual ly sold” is exenpt; again, baling is not
“fabricating.” I1d. at 921.

I n Concord Publishing House, Inc. v. Director of
Revenue, 916 S.W2d 186, 191 (M. banc 1996), the Court
affirmed that “organi zi ng data through conputer
technol ogy is ‘manufacturing,’ citing Bridge Data. That
I ncl udes the gathering of information for a newspaper -
not just “the process of putting ink on paper.” 916
S.W2d at 191.

On the sane day, in Galanet, Inc. v. Director of
Revenue, 915 S.W2d 331, 334-35 (Mb. banc 1996), the

Court agreed that the production of shredded steel from

scrap netal - including “autonobil e bodies, old pipes,
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‘white goods’ . . . and other materials” — constitutes
“manuf acturing.”

In International Business Machines Corp. v. Director
of Revenue, 958 S.W2d 554, 557 (Mb. banc 1997), the
Court again confirnmed that “organi zing information
t hrough conputer technology is ‘manufacturing.’”

And in Ovid Bell Press, Inc. v. Director of Revenue,
45 S. W 3d 880 (Md. banc 2001), the Court again confirned
that printing is “manufacturing.”

The next decision regardi ng “manufacturing” was this
Court’s previous decision in this case, Southwestern Bell
Tel ephone Co. v. Director of Revenue, 78 S.W3d 763 (M.
banc 2002) (SWBell 1). W discuss that decision
further in Section Ill, infra.

The Court addressed the question of “manufacturing”
nost recently in Branson Properties USA, L.P. v.

Director of Revenue, 110 S. W3d 824 (M. banc 2003).
There the Court summarized its prior precedents and held

t hat al t hough they provide a service, anusenent park

rides do not “manufacture” a “product.” Id. at 827. The
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Court distinguished the facts from SWBell 1, noting

t hat even when the product is intangible, “there still
must be a clear and identifiable transformation of an
I nput into an output with a separate and di stinct use,
Identity or value.” Id.

B. “Product.” The sal es and use tax exenptions
found in 88 144.030.2(4) & (5) apply only to the
manuf act uri ng of “products.” Thus the process being
performed nmust not only be “manufacturing,” it nust
produce a product.

This Court addressed the question of “product” in

t he tel ecommuni cations context in GIE Automatic El ec. v.

Director of Revenue, 780 S.W2d 49 (Md. banc 1989).
There, the court narrowy held “that voice transm ssion
was a ‘service,’ not a ‘product,’ and that section

144.030.2 limted the exenption to products.” SWBell 1,
78 S. W 3d at 766.

That hol di ng al nost i nmmedi ately began to dissipate.
“The very next year, [the holding in] Bridge Data

substantially undercut the ‘product’ centered rationale
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of GTE. . . .” SWBell I, 78 SSW3d at 766. In Bridge

Data, the Court held that a “product” need not be

tangible in order for the manufacturing exenption to
apply.” 794 S.W2d at 206. A few years later, in
Concord Publishing House, Inc. v. Director of Revenue,
916 S.W2d 186 (Md. banc 1996), the Court reaffirnmed
that informati on that had been organi zed “t hr ough
conput er technol ogy” could be a manufactured “product.”
916 S.W2d at 191.

The death of the GIE rule was formally announced in
SWBell 1:

Finally, the ‘product’ hol ding of GIE was
expressly overruled in International Business
Machi nes Corp. v. Director of Revenue, 958 S. W 2d
554, 557 (Mo. banc 1997). |IBM allowed an exenption
for equi pnment used to analyze financial data and to
transmt this data to custoners, either in hard copy
or electronic form |[|IBMspecifically stated:
“Because a product is an output with a market val ue,

It can be either tangi ble personal property or a



service. To the extent inconsistent with this

opi nion and the recent cases, GIE s discussion of

the term ‘product’ should no | onger be followed. 780

S.W2d at 50-52.” 958 S.W2d at 557.

SWBell I, 78 SSW3d at 767. Thus the Court reiterated
that “a product,” for purposes of the “manufacturing”
exenptions, “is an output with a market value.” Since SW
Bell |, the Court has held that a manufactured product

Is “an output with a separate and distinct use, identity
or value.” Branson Properties, 110 S.W3d at 827.

Sinmply providing a service is not enough.

C. “Used directly in.” That a “product” is being
“manuf actured” does not end the inquiry. The purchase of
particul ar machinery or equipnent falls within the
exenption only if that equipnment or machinery is “used
directly in mning, fabricating or producing” the
product. 8144.030.2(4) & (5). The third line of cases
are those addressing the “used directly in” requirenent.

This Court first considered the question in West

Lake Quarry. 451 S.W2d 140 (Mo. 1970). There, the

55



Court addressed the distinction between equi pnment used
to create a product and equi pnent used at the
manufacturing site to transfer the finished product to a
custonmer. The Court drew a |line between machinery used
in “processing and grinding the rock in various sizes for

many di fferent uses,” which was exenpt from sal es and use

tax, and machinery used to | oad custoner’s trucks with
the finished product, which was not. 1d. at 143. The
Court thus construed the “used directly” limtation to
excl ude machi nery used to enable a custoner to pick up
and carry off a finished product, even though that
equi pnent was used at the sane location as and in
conjunction with the exenpt equipnent.

The Court returned to the subject a decade later in
a pair of cases decided by different divisions of the
Court on the sane day: Fl oyd Charcoal Co., Inc. v.
Director of Revenue, 599 S.W2d 173 (M. 1980), and
Noranda Al um num Inc. v. M ssouri Departnment of

Revenue, 599 S.W2d 1 (M. 1980).
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In Fl oyd Charcoal, the Court considered the
application of the “manufacturing” exenption to various
pi eces of equi pnent, including: the “Sackamatic System
and Filter,” “used to sack the finished charcoal
product”; the “Sew ng Heads,” “used to sew the sack
closed at the top after briquettes have been put into
t he sack”; the “check wei ght and panel,” “used to wei gh
the sack after the charcoal has been put into it”; and
the “fil mbags,” used “to enclose the original paper
sacks which contain the charcoal . . . to protect the
charcoal from noisture during transportation.” I1d. at

175.°> To deal with such equi prent and naterials, the

> Curiously, in Floyd Charcoal the Court said it was

addressing the “used directly” question “for the first
time” (599 S.W2d at 176), and it ignored the Wst Lake
Quarry holding that machinery | ocated at the processing
site but used to place the finished product in custoner’s
trucks was not “used directly” in manufacturing. See

p. 38-39, supra.
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Court announced and applied the “integrated

pl ant "doctri ne.

The Court found that doctrine in decisions in the
New Yor k decision in N agara Mohawk Power Co. V.
Wanamaker, 144 N.Y.S. 2d 458 (App. Div. 1955). The New

York court decried as “not practical” the approach of

dividing a single “generating plant” (there, an

el ectrical generating plant) “into ‘distinct’ stages.”
144 N.Y.S.2d at 461-62, quoted in Floyd Charcoal at 599
S.W2d at 177. Neither the New York court nor this

Court gave the “integrated plant” preci se boundari es.

I nstead, this Court eschewed the use of any “sinple test
and endorsed use of the three questions posed in the New
York decision: “(1) Is the disputed item necessary to
production? (2) How close, physically and causally, is
the disputed itemto the finished product? (3) Does the
di sputed item operate harnmoniously with the admttedly
exenpt machinery to nmake an integrated and synchroni zed
systen?” 144 N.Y.S.2d at 461, quoted in Floyd Charcoal

at 599 S.W2d at 177. This Court rejected the
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alternative Chio rule, under which the exenption applied
only “to machinery and equi pnent which performa function
I nvol ving a change of the raw material involved into the
fini shed product and excl udes nmachinery used in
preparation for manufacturing or after conpletion of the
manuf acturi ng process.” |d.
The Court’s first actual application of the
“integrated plant” doctrine was unfortunately concl usory.
Noting that Floyd Charcoal “produces charcoal briquettes
for distribution and sale only in packages which
nmust be accurately wei ghed and cl osed,” the Court held,
w t hout further explanation, that “the equi pnment involved
I n wei ghi ng and sacki ng” was an “integral part of the .
manuf acturing process.” 1d. at 178. But the Court
summarily rejected the claimthat the “film bags” were
exenpt, because nothing in the record showed that these
Items were used in manufacturing. |d. at 179.

In Noranda Al uminum ® the Court addressed ei ght
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categories of itenms — none of which involved the
handl i ng or transportation of the finished product. See
509 SSW2d at 3. The court spent the nost tine
addr essi ng “l aboratory equi pnent desi gned for chem cal
and physical analysis of alum numnetal and to nonitor
the efficiency of the reduction process.” |d. The Court
found that the | aboratory work was “essential to and a
part of the manufacturing process” because the results of
| aboratory testing were necessary to “determne if there
are inpurities getting into the alum nuni and were “used
to direct the nolten alum numinto further fabricating.”
|d. at 4.

The next case in this line nmay be Daily Record Co.
v. Janmes, 629 S.W2d 348 (Md. banc 1982). In Concord
Publ i shing, the Court cited Daily Record follow ng the
statenment, “We have al so recogni zed that portions of a
newspaper nmay be produced in separate |ocations and by
separate corporations, but still be considered part of
one publication.” 916 S.W2d at 192, citing 629 S. W2d

at 351. But nowhere in Daily Record did the Court say
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that there were two separate |locations. And the AHC's
findings identified only a “single corporation” with a
“pl ace of business at 4356 Duncan Avenue, St. Louis.”
Daily Record Co. v. Director of Revenue, 1981 W 11940
(Mo. Adm n. Hrg. Commin. 1981) at *1.

The Court approached the question in Wetterau, I|nc.
v. Director of Revenue, 843 S.W2d 365 (Mb. banc 1992).
There the Court addressed the neaning of
8144.030.2(12), which noves beyond “m ning, fabricating
or producing” to include “processing.” Wterrau sought
an exenption for electricity used to keep frozen neat
t hat had been processed. The Court refused to include

the storage of the neat, pending custoner delivery,
wthin the scope of “processing.” 843 S.W2d at 368.
The Court reached the “used directly” question in
Concord Publishing. There, the Court reaffirnmed use of
the “‘integrated plant doctrine’, view ng manufacturing
operations as ‘continuous and indivisible.’” 916 S. W 2d
at 191, quoting Floyd Charcoal, 599 S.W2d at 178. The

Court held that a single “integrated plant could include
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operations of two corporations under conmon ownership”
(see 916 S.W2d at 188), “as long as both businesses work
together to manufacture a single product.” 1d. at 192.
And citing Noranda and Daily Record, the Court held that
a single “plant” can have diverse |locations —i.e., that
“physi cal distance alone is not determ native,” so |ong
as there is a “direct tie” between the two manufacturing
functions. |d. at 192-93. Apparently the Court was not
asked, and did not address, whether that “direct tie” was
itself within the “integrated plant.” But the “tie” was
li kely a tel ecommuni cations |ine operated by soneone

el se — perhaps even Sout hwestern Bel |.

In DST Systens, Inc. v. Director of Revenue, 43
S.W3d 799 (Mb. banc 2001), the Court applied the
“integrated plant doctrine” to rel ated conpani es
produci ng conpilations of information using conputer

equi pnent at various |ocations. The conputers at the
| ocation in dispute “gather, store and organi ze all the
Information” that is printed and distributed. 1d. at

803. In other words, the “mainfrane conputers” at one
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| ocation “run the software applications that enable the
printing of products” at the other location. 1d. The
Court reiterated that the “integrated plant” can include
“two corporate entities under conmon ownershi p” operating
at different |ocations — so long as “the equi pnment and
machi nery of the two entities are ‘integrated and
synchroni zed’ for the purpose of manufacturing a product
I ntended to be sold ultimately for final use or
consunption.” Id., quoting Concord Publishing, 916
S.W2d at 192. As in Concord Publishing, the Court did
not address the equi pnent that connected the two
| ocati ons.

This Court nost recently returned to the “used
directly” question in Utilicorp United, Inc. v. Director

of Revenue, 75 S.W3d 725 (M. banc 2001). There, the
Court confirnmed what was originally apparent in Wst
Lake Quarry — but perhaps inconsistent with Fl oyd
Charcoal : that equi pnment necessary to nove a product to
the custoner is not “used directly in manufacturing.”

That is true even though the transm ssion of electricity
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for delivery in a formusable by custoners requires

changes in anperage and voltage. |1d. at 729-30.



[11. SWBell |
Inits first decision in this case, the Court
addressed the first question — the “product” —
and the second — whether it is “mnufactured.”
See SWBell I, 78 S.W3d at 767-68. The Court
hel d that tel ephone service involves the
“manuf acturing” of a “product” — a replica or
preci se reproduction of a human voi ce:
[ T] he human voice . . . cannot be heard from
resi dence to residence, fromoffice to office,
or fromtown to town. The |istener requires
that the voice be “manufactured” into electronic
| npul ses that can be transmtted and reproduced
I nto an understandable replica. The end
“product” is not the same human voice, but a
conpl ete reproduction of it, with new value to a
| i stener who could not otherw se hear or
understand it.
78 S.W3d at 768. The Court went on to observe that

because a “conpl ete reproduction” of a human voice is a
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” 13

“pr oduct, [ b] asi c tel ephone service and the various
vertical services involved herein are intangible
products that are manufactured.” I1d. The Court then
reversed the Adm nistrative Hearing Conm ssion’s
deci sion, held that “[b]asic tel ephone service and the
various vertical services involved herein are products
that are manufactured,” and confirnmed that GTE had been
overruled. SWHBell |, 78 S.W3d at 768.°

But the full nmeaning of that hol ding remains
unclear. The anbiguity is significant here because we
cannot be certain what this Court held to be
“manufacturing.” In setting out its rationale, the Court
had referred to one aspect of voice tel ecommunicati ons -
the conversion of a voice into “electronic inpul ses that
can be transmtted and reproduced into an understandabl e
replica” — as “manufacturing.” Presumably the sanme is
true of the corollary, i.e., that reproducing an
under st andabl e replica of a voice fromelectronic
I npul ses that have been transmtted is “manufacturing.”

If the Court had stopped there, it woul d seem apparent
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that for Southwestern Bell to obtain the benefits of the
“manuf acturi ng” exenption for machi nery and equi pnent
that it purchases, those itens would have to be used in
the actual process of creating the anal og signal or
produci ng the audi ble reproduction. That is but a small
fraction of the equi pnent and materials for which the
AHC awar ded Sout hwestern Bell the “manufacturing”
exenpti on.

But the Court did not stop there. Again, it
followed its specific rationale with the broad statenent
that “[b]asic tel ephone service” is a manufactured
product. 78 S.W3d at 768. But the Court did not
define “basic tel ephone service.” And there are at | east
t hree possible definitions.

Reading the termin light of the Court’s precedi ng
di scussion leads to a narrow definition: that “basic
t el ephone service” is the conversion of voice into
el ectronic inpul ses, and the correspondi ng conversi on of

el ectronic inpulses into a reproduction of voice.
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I ncorporating the AHC decision then on appeal in SW
Bell | into the Court’s decision suggests a broader
definition. Though the AHC never defined “basic
t el ephone service,” it did use it as a section heading in

its decision. See Southwestern Bell Tel. Co. v.

Director of Revenue, 2001 W. 34064255 (Mb. Adm n. Hrg.
Commin. 2001), at *8.% That section contained few
references to the single process that this Court |ater
descri bed as “manufacturing.” See A R 22, 24, 1Y 47,

54, 55. Most of the section related to the transm ssion
of electrical inpulses and the operation of swtches.

But it did discuss the creation of electronic inpulses
by things other than voice, i.e., the creation of pulses

or tones to provide nuneric phone nunber information to
switches (AR 21, T 44) and the creation of what we
recogni ze as “busy signals” (A R 21, T 45) and “audi bl e
ringing signals” (AR 21-22, §46). It is possible,
then, to conclude that the AHC inplicitly defined “basic
t el ephone service” as that portion of the

t el ecommuni cati ons systemthat receives information from
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the custoners’ tel ephone sets and responds wi th busy
signals, ringing tones, or by connecting custoners.

That woul d be consistent with the AHCs use of the term
el sewhere in its 2001 decision. E. g., AR 14, { 19
(electronic switching systens in central offices “offer
basi c tel ephone service plus the advanced custom cal ling
features”). Applied to the AHCs findings at issue in
this appeal, that would nean that the “l ocal | oop” and

“central switching office,” conbined, provide “basic

t el ephone service.”®

As in its first decision, on remand the AHC did not
defi ne “basic tel ephone service.” Again, it used the
termas a heading. App. Al5. Wthin that section the
AHC i ncl uded subsections discussing “Call Origination”
(App. A15-Al19; the “local |oop” and the switch), “Calls
to Oher Central O fices” (App. Al19- A20; the central
processor and SS7 data link), “Toll Calls” (App. A20;
| ong di stance service), “Transm ssion of Anal og and
Digital Signals” (App. A21-22; transm ssion, not
differentiated between | ocal |oops, swtches, and trunk
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| ines), and “SS7” (App. A22-23). The broad range of
functions included under the “Basic Tel ephone Service”
banner suggests that the AHC concl uded, on remand, that
“basi c tel ephone service” is the entire package provi ded
by Sout hwestern Bell — except for separately billed

“vertical services” (which are discussed at App. A23-25).

Qur own personal experience as purchasers of
t el ephone services adds no clarity to the decisions of
the AHC or this Court. A custoner’s definition of “basic
t el ephone service” would logically be based on what the
custonmer sees in billing —i.e., local telephone
service, excluding |long distance, extended area,
optional features, etc. But use of such a definition
makes no sense in the context of the sales and use tax
law, for it is purely an accounting neasure devel oped by
the tel ephone conpani es and regul ators; it has no
relationship to what is “manufactured” in a
t el ecommuni cati ons system The definition that nakes

t he nost sense, in light of the Court’s description of
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what “manufacturing” takes place, is the first and

narrowest one.

V. Availability of the “manufacturing” exenption.
The Director raises four points on appeal. Al of
t hem address the scope of the “integrated plant
doctrine.” The first addresses whet her Sout hwestern Bell
Is entitled to any refund at all. The second addresses
a particularly problematic aspect of the AHCs
i nterpretation of the “integrated plant” doctrine. The
third and fourth address particul ar subsets of the
machi nery and equi pnment at issue.
A. The AHC erred in finding that equi pnent used by
Sout hwestern Bell in providing tel ephone service
I s exenpt from sal es and use tax because that
equi pnment is not used directly in manufacturing
in that the manufacturing itself — the creation
of a transmttable signal froma voice and the
transformati on of such a signal into a

reproduction of a voice — takes place on
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equi pnment that is owned, maintained, and
operated at a different |location by a different
person.
In SWBell |, this Court specifically recognized one
“product” that is “manufactured” in the tel ephone system
t he reproduction of a hunman voi ce.
[ Tl he human voice . . . cannot be heard from
resi dence to residence, fromoffice to office, or
fromtown to town. The |istener requires that the
voi ce be “manufactured” into electronic inpul ses
that can be transmtted and reproduced into an
under st andabl e replica. The end “product” i s not
the sanme human voice, but a conplete reproduction of
it, wwth new value to a listener who could not
ot herwi se hear or understand it.
78 S.W3d at 768. The transformation of voice to
el ectronic signal — and the correspondi ng transformation
of electronic signal into a reproduction of the original
voi ce — was the subject of a nunber of the findings in

the 2001 AHC decision in this case:
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Phone sets convert the sound of a voice into an
anal og electrical signal. This signal varies in
frequency and anplitude in order to transmt a
signal that can be reproduced to sound |ike the
original voice.

9, T 3.

[ Al n anal og signal enters Bell’'s tel ephone system

t hrough the custoner’s tel ephone, and the person
receiving the call receives an anal og signal at the
ot her end. The sound of a human voice goes into the
t el ephone on one end, and the sound of that voice

cones out of the tel ephone at the other end.

A R 10-11, 8. SWBell’'s expert confirnmed that finding

In his testinmony on renmand:

When you speak, you generate an anal og signal from
your voice, but it’s generated by air pressure so
that the signal of a voice as you and | are talking
Is a transm ssion of air pressure waves back and
forth between us that inpacts our ear[,] causes it

to vibrate, and so on.
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The m crophone or the nout hpi ece of the
t el ephone set takes those air pressure waves and

converts themto electrical signals by vibrating and

interrupting the . . . DC current that is flow ng
t hrough the loop. So . . . you start off with one
type signal. The phone converts it to another. It

| eaves t he phone set as an anal og signal.
OCct. 6, 2003 Tr. at 48-49 (enphasis added). “The phone”
I's, of course, |located on the custoner’s premses. 1In a
vi deo presentation (Exhibit 42), SWBell’'s expert
expl ained to Conm ssioner Wnn that custoners are
responsi ble for everything on their side of the “network
I nterface device,” which for residential custoners, as he
showed, sits outside the hone. See also Exhibit 43.
Qbvi ously, these days, the custoner owns, operates, and
mai ntai ns the tel ephone set.

Because what this Court identified as
“manuf acturi ng” takes place on equi pnent owned and
controll ed by custoners, and at | ocations owned and

controlled by custoners, the AHCs conclusion is
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problematic in at |least two respects. First, if what
happens on the tel ephone set is the real “manufacturing”
In the tel ephone system by granting the exenption to
soneone who nerely connects to and supplies the

t el ephone set the AHC is erasing the |ine that has |ong
encl osed “manufacturing.” Second, if the “manufacturing”
I nvol ves both the custoner and the tel ephone conpany,

t he AHC has taken the unprecedented step of permtting
one of two unrel ated persons operating in two different
| ocations to invoke the exception w thout the other.
This Court should hold the “integrated plant doctrine”
wi t hin reasonabl e bounds.

From West Lake Quarry in 1970 until Utilicorp in
2001, when considering whet her particul ar equi pnent was
“used directly in manufacturing,” this Court naintained a
| i ne between equi pnent that is used to create a product
and equi pnent that deals with a product once it is
created. The Court stretched the “manufacturing” side of
the line perhaps near the breaking point in Floyd

Charcoal. But it never allowed the “integrated plant
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doctrine” to entirely erase that line. And there is no
suggestion in SWBell | that the Court intended to erase
that line — neither generally, nor as to the

t el econmuni cati ons industry specifically.

The sane was true in the first “used directly” case,
West Lake Quarry. There, the Court refused to permt
the taxpayer to use the exenption to cover equi pnent
t hat was necessary to place the conpleted product in the
purchasers’ trucks. 451 S.W2d at 143.

That line is threatened here. The only “product”
specifically identified in SWBell | is the electronic
I mpul se that can be transmtted. And that product is
conpl ete before the electronic signal crosses the
“network interface” onto the Sout hwestern Bell system
The Court should not erase the bright line applied in
West Lake Quarry and el sewhere to grant the
“manuf acturing” exenption to soneone who doesn’t actually
manuf act ure, but whose equi pnment supplies the

manuf act urer.
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The Court should refuse to follow Fl oyd Charcoal to
the extent the Court there crossed that bright |ine.
The sacking equi prent did not create a “product”; it
merely packaged the conpl eted product in a formthat
made it acceptable to consuners. Packaging was a
service connected with marketing, not a step in
manufacturing. It may have been essential to selling
the product, but it was not essential to creating it.
And the fact that the packagi ng took place under the
sanme roof as the manufacturing (which is not true here,
of course) should not be a basis for erasing the |line
that confines the exenption to manufacturing itself.

The Court has, of course, rejected the prem se that
to qualify under the “integrated plant doctrine,”
equi pnent nmust be at a single location in order to be
“used directly in manufacturing.” That rejection is a
| ogi cal outgrowth of electronic manufacturing, where the
“product” while being “manufactured” can easily be
transmtted fromone conputer to another, whether those

machi nes are | ocated al ongsi de each ot her or thousands
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of mles apart. Thus in both Concord Publishing and DST
Systens, the Court applied the exenption to steps in the
manuf acture of such products when the equi pnent is found
at two different locations. But the Court has never
suggested that the integrated plant doctrine can extend
beyond the | ocation and equi pnent involved in
manuf acturing to include equi pnent used to supply sone
service that gives that manufacturing val ue.

The court did allow the exenption outside the
el ectronic context for |aboratory equi pnment and
equi pment used to nove nmaterials between facilities at a
single location during manufacturing in Noranda
Alum num 599 S.W2d at 3. But that cannot justify
this new extension. Even there, the Court took no step
toward erasing the line that confines the exenption to
the actual manufacturing of a product within — not
bet ween — one or nore “plants.” And it reinforced that
concept in House of Lloyd. There the Court held: “Any
‘manuf acturing’ or ‘fabricating of the nmerchandise itens

t hat appellant sells was conplete prior to those itens
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bei ng sorted and placed in the cardboard boxes for
shipping.” 824 S.W2d at 919. Having drawn a bri ght
line at the point where manufacture is conplete, the
Court refused to extend the exenption — even by neans of
the “integrated plant doctrine” — to cover equi pnent used
fromthat point forward. The Court should preserve that
|l i ne here.

Assum ng that the “product” here is broader than
just the creation of signals fromvoices and the

creation of voices fromsignals, the AHC noves beyond
this Court’s “integrated plant doctrine” precedents in
anot her notable respect. It erases — for the very first

time — boundaries of ownership and control.

Until 1982, the “manufacturing” involved in each
case decided by this Court had been perfornmed by a
single corporation. The Court did “recognize[] that
portions of a newspaper nmay be produced in separate
| ocati ons by separate corporations, but still be

consi dered part of one publication.” Concord Publi shing,
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916 S.W2d at 193. The Court followed that course in
Concord Publishing, see id., and in DST Systens, see 43
S.W3d at 800-801. But in every one of those cases, the
two corporations had common ownership. Daily Record
Co., 629 S.W2d at 349 (“Daily Record Conpany is a
newspaper publishing corporation which al so engages in
the commercial printing business as M d-Anerican
Printing Conpany”)'% Concord Publishing, 916 S.W2d at
189 (“Cape and Concord have been under comon ownership
since 1986."); DST Services, 43 S.W3d at 800-801 (“In
1991, DST forned Qutput Technol ogies, Inc., a wholly
owned subsidiary,” which |later “acquired Mail Processing
Systens, Inc.”). The Court has never carried the
“integrated plant doctrine” so far as to allow a
corporation to use the exenption when a key el enent of
manuf acturing takes place not just at a different

| ocation, but in a device owned, operated, and

mai ntai ned by a custoner. The Court should not sanction

the AHCs decision to do so now.
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That decision is not conpelled by the “l aw of the
case.” In SWBell I, the Court did broadly conclude that
“[b] asic tel ephone service and the various vertical
services involved herein are intangible products that
are manufactured.” 78 S.W3d at 768. But that does not
bar the Court fromreversing the AHC and confining the
“integrated plant doctrine” developed in the “used
directly in” line of cases. Again, this Court did not
address that part of the lawin its prior decision. And
even if it had, the “law of the case” doctrine does not
bar the Court fromdeparting fromits holding —

I ncl udi ng whatever it may have neant by “basic tel ephone
service.” As noted above, it is within the Court'’s
discretion to depart fromthe “l aw of the case” where the

prior decision was erroneous. See Section |I. C.,

supra. And here, the decision would be erroneous if it
were read — as Sout hwestern Bell will presumably suggest

— that “manufacturing” is so broad as to include the

entire tel ephone networKk.

81



Again, SWBell | dealt only with the question of
whet her there is a “product” that is “manufactured”; the
Court did not address the question of how far the
“integrated plant doctrine” extends, nor the question of
whet her nultiple, unrelated entities can conbine to
performdifferent functions within a single “plant,” and
all receive the tax benefits of 8144.030.2(4) & (5).
The “l aw of the case” does not dictate the answers to
t hose questions. And the statute from which the answer
I's derived nust be “strictly construed agai nst the

t axpayer.” Branson Properties, 110 S. W3d at 825.

B. The AHC erred in finding that purchases of
machi nery and equi pnment are entitled to the
“manuf acturi ng” exenption nerely because they
“operat e harnoni ously” wth manufacturing
equi pnment because that is not the test under the
statute, even applying the “integrated plant

doctrine,” in that the statute requires actual
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use “in” manufacturing, not nerely in connection
w th or al ongside manufacturing.

In addressing a relatively small part of
Sout hwestern Bell’'s refund request — covering pay
t el ephone conmponents — the AHC announced a particularly
problematic interpretation of the “integrated plant
doctrine.” The Court should specifically reject that
approach, whose potential future inpact dwarfs the
i npact of its application in this particul ar case.

The AHC dealt with “pay phone conponents” as a
single category. App. A69. Those “conponents” incl ude
such things as the “little shelf where people can | ay
their belongings while they're tal king on the phone”
(Apr. 27, 2000 Tr. at 599) and “a sign that designates a
pay phone that is belonging to Southwestern Bell” (id. at
604). But when the AHC reached the question of those
conponents, it did not explain how any of those itens
were “used directly” in manufacturing. |In fact, the AHC
conceded that pay tel ephones — nuch | ess “conponents” —

“are not absolutely essential to the provision of
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t el ephone service, and are not closely connected to
t hose portions of the systemthat actually effect a
change in the signals.” 1d. Curiously, the AHC then
held that “itens such as pay phone conponents shoul d not
be disqualified on the grounds that they are not
‘directly used in manufacturing.’” App. at A69-70
(enphasis added). It reached that concl usion by
extending a quotation in Floyd Charcoal far beyond the
bounds of reasonabl eness.

In Ni agara Mohawk, the New York court identified
three “basic questions” to be asked in determ ning
whet her a particul ar piece of machinery or equipnent is
part of a single “integrated plant.” See 144 N Y.S. 2d at
461, quoted in Floyd Charcoal, 599 S.W2d at 177. \When
it reached “pay tel ephone conponents,” the AHC relied
solely on the third N agara Mohawk criteria: that the
machi nery or equi pnent at issue “operate[s] harnoniously
wth the admttedly exenpt machi nery to nake an
I ntegrated and synchroni zed system” N agara Mhawk, 144

N.Y.S.2d at 461, quoted in Floyd Charcoal, 599 S.W2d at



177. See App. A69. To elevate that factor to

di spositive effect would carry the “integrated pl ant
doctrine” far beyond any prior recognition in M ssour
law. Indeed, it would erase entirely the line drawn in
Fl oyd Charcoal itself, where the court refused to

I ncl ude anong the exenpt itens the equi pnent that
carried the finished product to the custoner’s vehicle.
That a particular piece of machi nery “operates

har noni ousl y” wi th manufacturing equi pnent nay be a
factor when deci ding whether to apply the “integrated

pl ant doctrine” to that machinery. But the Court should
expressly reject the AHCs prenise that nerely because
sonet hi ng “operates harnoni ously” with exenpt nachi nery,
It, too, becones exenpt. Unless it is to extend to
practically every machi ne purchased by any manufacturer
for any purpose, installed at any |location, the
“integrated plant doctrine” nust require at | east
consideration of all three criteria identified in

Ni agara Mohawk, 144 N.WS. 2d at 461. |In both N agara

Mohawk and Fl oyd Charcoal, those criteria were used to
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differentiate anong itens in a single facility. They
contenplate a “plant” (or “plants”), not just equi pnent
connected so as to stretch across the | andscape. That a
particul ar piece of equi pnent “operates harnoni ously”
with machinery in a “plant” should be a prerequisite for
coverage, but not enough to qualify unless the equi pnent
Is al so “necessary to production” and “physically and
causal ly” close to the manufacturing itself. Floyd

Charcoal, 599 S.W2d at 177.

C. The AHC erred in finding that equi pnment used to
provi de sone “vertical services” is exenpt from
sal es and use tax because that equi pnent is not
used directly in manufacturing a product in that
it is used nerely to bill custoners for a
product manufactured by other equi pnment.

As di scussed above, the idea that Southwestern

Bell’'s entire network is “used directly in manufacturing”
sinply cannot be forced into the Court’s expressed

concept in SWBell | of “manufacturing” as the
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transformation of voice into electronic inpulses. By
contrast, the Court’s conclusion that “vertical services”
are “manufactured,” SWBell |, 78 SSW3d at 768, is to
sonme extent consistent with that concept of
“manuf acturing.” The tel ephone conpany does
“manuf acture” sone signals that, when received by the
consuner’s tel ephone set, convey particul ar kinds of
information — that a call is waiting, the phone nunber
of the person who is calling, etc.

But that does not nean the AHCs holding as to
equi pnment used to provide all “vertical services” should
be affirmed. Though this Court said in SWBell | that
“t he various vertical services involved herein are
I ntangi bl e products that are manufactured” (78 S. W 3d at
768), that broad statenment cannot be expl ai ned by
reference to any aspect of the Court’s rationale. Not
all “vertical services” involve creation processes even

arguably parallel to the creation of electronic inpulses

by a voice and the subsequent reproduction of the voice.
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Agai n, sonme “vertical services” do involve the
creation of tones and ot her sounds that consuners use.
For exanple, in “call waiting,” tel ephone conpany
equi pnent produces a tone that signals to a tel ephone
set user that there is another call. Oher “verti cal
servi ces” involve signals that pronpt the consuner’s
t el ephone set to act in a certain way. For exanple,
wth caller ID the tel ephone conpany creates and the
subscri ber receives a signal that pronpts the tel ephone

set to display the nunber fromwhich an incomng call is
bei ng made. Logically, given the Court’s identification
of what constitutes “manufacturing” in the tel ephone
context, Southwestern Bell equipnent that makes signals
sent to the custoner’s tel ephone set to provide a
“vertical service” could be “manufacturing.”

But the AHC, relying on this Court’s bl anket
st atement about “vertical services,” also included
servi ces that produce no “product” of the sort the Court
identified in SWBell |I. For exanple, “vertical

servi ces” include “custoner billing reports.” App. AlS8
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161. They include services that involve redirecting an
el ectronic signal, such as call forwarding, or adding a
second, sinultaneous connection to the central office
switch with three-way calling. 1d. They include other
functions that take place solely on the central switch

and acconpanyi ng hardware, w thout any signal being sent

to the consuner, such as priority call, call bl ocker,
and call trace. 1d.
Nothing in SWBell | nor in the AHC decision there

reversed justifies the extension of the “manufacturing”

exenption to the entire panoply of “vertical services.
Nor do precedents such as DST and | BM True, when
conpiling bills the conpany does organize information
t hrough conmputer technol ogy. But the Court shoul d
require the AHC to distinguish between those
conpi l ati ons that have i ndependent value, and that the
customer purchases because of that value, and those that
are nerely tools that enable the tel ephone conpany to

make a profit on the sale of a particul ar service.
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D. The AHC erred in finding that the purchase of
equi pnent used in “interoffice trunking
facilities” is exenpt from sales and use tax
because that equipnment is not used directly in
manuf acturing a product in that such equi pnent
Is merely used to provide a service, i.e.,

t ransm ssi on.

As di scussed above, in Il. C., supra, ever since
West Lake Quarry, there has been a distinction in the
| aw bet ween equi pnent used for manufacturing and
equi pment used for delivery. That distinction was
applied nost recently in Utilicorp United, Inc. v.
Director of Revenue. There the Court noted that the
parties agreed that generating electricity is
“manuf acturing,” and addressed the question of “whether
the transm ssion and distribution of electricity are
al so ‘manufacturing.’”” 75 S.W3d at 727. In the process
of transm ssion and distribution, the voltage and

anperage of the electricity is nodified by the machi nery
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on whose purchases the Director sought to inpose sales
and use tax. 1d. at 728. According to the Court,

the essential question [is]: Does the transform ng

and regulating of electricity by these devices

result in a “new product or sinply the “repackagi ng”

of an existing product. The repackagi ng exanpl e

seen|{ ed] closer to the point.

|d. That was true because although the changes made
transm ssi on possi ble, the product being purchased by
the custoner remai ned the sane.

The Court rejected the prem se that the “integrated
pl ant doctrine” could cover transm ssion facilities. As
Judge Price recognized in dissent, electricity “is not a
product that is” — or even could be — “sold to consuners

on a ‘cash or carry’ basis.” Id at 730 (Price, J.
di ssenting). To have a “usable form” it nust reach the
custoner through wires, and to do that at any distance
and with the requisite degree of efficiency and safety,
It must be nodified in various ways. But the Court

nonet hel ess refused to extend the “integrated plant
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doctrine” to cover the entire electrical transm ssion and
di stribution system

Yet the AHC did make that extension here when it
applied the “manufacturing” exenption to “trunking
facilities.”™ According to the AHC, the transm ssion of
el ectrical current and the transm ssion of tel ephone
signals are “fundanentally different.” App. A67. The
AHC cited Utilicorp for the proposition “that

electricity is a conplete, usable product when it is

generated, and is sinply transmtted to the custoners in

a different voltage or anperage for their use.” |d. The
error in that part of the AHC decision arises fromits

failure to distinguish between a “product” that is being

“manuf actured” and delivery — an acconpanyi ng “service”

t hat makes that “product” nore useful, valuable, or

mar ket able. A contrary rule would at | east arguably

extend the “manufacturing” exenption to all aspects of

t he business of an industrial concern — certainly to the

delivery equi pnent in West Lake Quarry.
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The AHC avoids that result by concluding that
“t el ephone service is a ‘two-way,’ interactive product.”
App. A67. To provide that product requires the “entire
t el ephone system” 1d. The AHC ignores the fact that
customers can use their tel ephones quite well w thout
the trunking system \hat the trunking system provides
Is not a “product” that is “manufactured,” but a service
that gives increased value to the product manufactured
by the custoner’s tel ephone sets (or, using a broader
definition, by those sets when linked to the “l ocal
| oop”). There is no precedent in this Court’s cases for
extendi ng the “manufacturing” exenption to such service.

| ndeed, such an extension cannot be reconciled with
Utilicorp. There, the Court rejected a claimthat the
equi pment required to nove electricity is part of an
“integrated plant” — despite the obvious fact that the
entire electrical grid is interconnected. 74 S.W3d at
729-730. The utility had argued that in order to
effectively and efficiently nove the electricity, it had

to be nodified along the way —i.e., that its voltage
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and anperage are increased and decreased. |1d. at 728.
The Court held that “the essential product . . . remains

fundanental |l y unchanged.” 1d. at 729-30. Here, to the

extent there is a change in the product, the electronic

signal, Southwestern Bell nust return the product to its
prior state before it is of any use to the custoner.

The AHC found, correctly, that although much of the
t el ephone system uses electrical signals, it does not
provide a precise parallel to the delivery of
electricity. But the distinction should not result in
one utility being able to invoke the “manufacturing”
exenption for the equipnent that directs and carries the
product to its custoners when the other cannot, for at
| east two reasons.

First, the fact that tel ephone signals are
regenerated — and sonetines transfornmed fromanalog to
digital and back — does not bring the transm ssion
systeminside the “plant.” Were that enough, the “plant”
could include even satellites that carry tel ephone

calls, receiving a ground signal and generating a
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duplicate for broadcast back to earth. There would be
literally no physical limts to the “integrated plant.”
Alimtless “integrated plant” could not be reconciled
with the insistence in Floyd Charcoal, 599 S.W2d at
117, and Ni agara Mohawk, 144 N.WS. 2d at 461, on
physi cal proximty.

True, a single plant nmay be divided anong nultiple
| ocations. See, e.g., Concord Publishing, 916 S.W2d at
192-93. Cable may carry unfinished product anong those
| ocations — as do tel ephone |ines connecting | aptop
nodens with manufacturing facilities, which effectively
“extend [the manufacturing] process to |ocations where
news events occur.” Id. at 193. Those cables and |lines
and equi pnment associated with them should not be treated
as part of the “plant,” whether the connection is across
a street or across the country. They should not be
treated as part of the “plant” regardl ess of whether the
di stance requires regeneration or justifies creation of
a digital signal to assist the transm ssion process,

particularly where the digitization nust be reversed
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before the manufacturing can be conpleted. The AHCs
alternative rule, when conbined with elimnating the
need for conpanies in manufacturing to be affiliated

(see pp. 57, supra), would extend the “integrated pl ant

doctrine” well beyond the bounds of reasonabl eness. It
woul d be particularly problematic in that segnent of the
t el ecommuni cati ons industry that does not even
manuf acture dial tones and ot her sounds, and instead
performs only transmssion.” And it woul d be nost
probl emati ¢ when the conpany is providing internet
comruni cati ons, which, unlike the tel ephone operations
of Sout hwestern Bell, are exenpt fromthe
t el ecommuni cati ons services tax under 8144.020.1(4).
Second, the fact that tel ephone service requires
two-way transm ssion does not renove it fromthe
Uilicorp holding. In fact, Southwestern Bell did not
show that any single piece of the transm ssion portion
of the transm ssion system perforns “two-way” operations.
The specific evidence regardi ng the novenent of signals

— analog or digital — along wires or fiberoptic cable
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suggests one way transmi ssion, just as with electricity.
| f a second signal flowng the other way on a parall el
wire or cable rendered the transm ssion system part of

the “plant,” an electrical utility could avoid the
Uilicorp holding by using parallel wires, sending
electricity two different directions along the sane
route.

If affirmed, the AHC decision will give license to

every tel ecommuni cati ons conpany that provides a “l ocal

| oop” and switching to invoke the “manufacturing”
exenption for its entire system \Wen conbined with the
I nter-corporate rule see p. 57, supra, affirmnce would
al so be invoked by tel ecomruni cati ons conpani es t hat

| ack such facilities but that interconnect with

Sout hwestern Bell and ot her exchange providers —

I ncludi ng | ong di stance tel ephone conpanies. The

| egi sl ature coul d, of course, have exenpted all of them
— the entire tel ecomuni cations industry, including
cabl e television — from paying sales and use tax. But

it has not done so explicitly, and the Court should
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reject the AHCs essential holding that the |egislature
has acconplished that task through the “manufacturing”
exenpti on.

The fact remains that custonmers create and nust
recei ve anal og signals, and the principal role of the
t el ephone conpany — and the sole role of “trunking
facilities” —is to transmt those signals between
custoners, not to manufacture an intangi bl e product that

t he custoner purchases.
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Concl usi on
In view of the foregoing, the Court should reverse
t he decision of the Adm nistrative Hearing Comm ssion.
Respectfully submtted,
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